IN THE UNI TED STATES DI STRI CT COURT
FOR THE EASTERN DI STRI CT OF PENNSYLVAN A

COREG S | NSURANCE COVPANY, : ClVIL ACTI ON
Plaintiff, : 98- 476
V. :

BARTOS, BROUGHAL & DeVI TQ, LLP;
JOHN BARTGOS; WESLEY M WASYLI K;
FRANK ZAJACEK, JR.; PHI LLIP S
SCHWARTZ; AND DAVI D SCHEUERVANN,

Def endant s.

MEMORANDUM AND ORDER

JOYNER, J. FEBRUARY , 1999

Presently before the Court is Plaintiff, Coregis |Insurance
Conpany’s (“Coregis” or “Plaintiff”), Mtion for Summary Judgnent
and Defendants, Bartos, Broughal & DeVito, LLP (“BB&D"); John
Bartos (“Bartos”); Wesley M Wasylik (“Wasylik”); Frank Zaj acek,
Jr. (“Zajacek™); Phillip S. Schwartz (“Schwartz”); and David
Scheuermann’s (“Scheuermann”) (col l ectively “Defendants”), Cross
Motion for Summary Judgment. Plaintiff brought this declaratory
j udgnent action to determ ne whether the underlying |egal
mal practice claimis covered by a professional liability
i nsurance policy issued to BB&D. For the follow ng reasons,
Plaintiff’s Mdtion for Sunmmary Judgnent is granted and

Def endants’ Cross Modtion for Sunmary Judgnent is deni ed.

BACKGROUND
On Novenber 22, 1996, Zajacek, Schwartz and Scheuermann (the

“Zajacek Plaintiffs”) filed a conplaint against Bartos, WasyliKk,



and BB&D in the Court of Conmmon Pleas in Northanpton County,
Pennsyl vania.* The facts in the underlying litigation revolve
around John Bartos’ inproper conduct in pronoting, selling, and
managi ng interests in four limted partnerships, Desert
Hospitality Limted Partnerships (“DHLP’) #s 1-4, that were
formed to own Perkins restaurants in the state of Arizona.
Bartos acted as an attorney to the Zajacek Plaintiffs prior to
formation of the limted partnerships and pronoted and sold
interests in these limted partnerships to the Zajacek
Plaintiffs.

Bartos was a sharehol der and officer in Desert Hospitality,
Inc. (“DHI, Inc.”), in which he owned a 12.5% equity interest and
whi ch was a general partner in each of the |imted partnerships,
DHLPs #s 1-4. Thus, Bartos was a general and Iimted partner in
each of the four limted partnerships and directly and/or
indirectly controlled, operated and nanaged the financi al
deal i ngs of each of the limted partnerships.

In the underlying litigation, the Zajacek Plaintiffs allege
that Bartos engaged in a “Ponzi” Schene whereby he paid out
purported profits from DHLP #1 by using funds received from new
i nvest nents and subsequently fornmed DHLPs #s 2-4. The Zaj acek
Plaintiffs allege that the imted partnerships were inproperly

managed and that actual nalfeasance was conmtted by Bartos and a

! The Zajacek Plaintiffs filed an anended conplaint in the

underlying action on July 2, 1997 in response to prelimnary
objections filed by the defendants.
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third party Bartos hired to manage the restaurants. The Zajacek
Plaintiffs further allege that not only were the investnents

| osi ng noney but that taxes were not being paid and that there
wer e questionabl e expenses in the financial statenents. Bartos
al | egedly conceal ed these financial |osses, irregularities and
mal f easances which placed the limted partnerships into
bankr upt cy.

The conmplaint in the underlying action alleges causes of
action against Bartos for securities violations (Count |V);
common |aw fraud and m srepresentation (Count V); Breach of Good
Faith and Fair Dealing as a partner and corporate insider (Count
VI); Consunmer Fraud (Count VII); Breach of Partnership Agreenents
(Count VIl1); and Breach of Fiduciary Duty as a corporate insider
(Count 1X).?2

Counts I-111 of the Zajacek Plaintiffs’ underlying conpl aint
al l ege | egal nmal practice against Bartos and BB&D. Specifically
these counts allege mal practice based on the foll ow ng conduct:
comm ngling or directing the comm ngling of funds between the
limted partnerships; concealing or directing the conceal nent of
material information concerning the true financial condition of
the investnents; failing to advise of the true state of financial
affairs of the limted partnerships, and breaching the duties of

di I i gence, comunication and |oyalty; msrepresenting the source

> These counts do not allege | egal mal practice and thus are

not within the scope of the policy issued by Coregis. They are
only included here by way of background.
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of distributions to the |[imted partners of the limted
partnerships; diverting contributions to | ocations other than
those represented; diverting funds between the limted
partnerships in contravention of the partnership agreenents;

m srepresenting the involvenent that a third party (Sam

Ci ppoloni) had in the day to day managenent of the investnents;
and acting in an undisclosed conflict of interest situation by
si mul taneously functioning as an attorney and the pronotor,

i nvestor, corporate insider and counsel to the investnent
vehicle. (Zajacek Conpl. at 91 246-247).

Coregis issued a clains-nade Lawers Professional Liability
Policy (No. PLL-320329-8) to BB&D effective for the policy period
of May 14, 1996 to May 14, 1997 (the “Coregis Policy”). This
policy contains two exclusions and an endorsenent which Coregis
argues precludes coverage of the Zajacek Plaintiffs’ clains.
Coregi s brought this declaratory judgnent action to determ ne
whet her these exclusions apply and thus whet her they have a duty
to defend in the underlying suit. The underlying facts, as
concerns the application of the exclusions in the Coregis Policy,
are not in dispute and both parties nove for summary judgnment in

this declaratory judgnent action.

DI SCUSSI ON
When interpreting an insurance policy, “the court nust
ascertain the intent of the parties as manifested by the | anguage

of the policy.” Msiting Nurse Association of Geater
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Phi |l adel phia v. St. Paul Fire and Marine | nsurance Co., 65 F. 3d

1097, 1100 (3d Cir. 1995)(internal citations omtted). 1In
interpreting the policy, clear and unanbi guous | anguage nust be
given its plain and ordinary neaning. Id. |If a provision of the
policy is anbiguous, it nust be construed against the insurer and
in favor of the insured. 1d. “[A] court nust read insurance
policies to avoid anbiguities and not torture the |anguage to
create them” 1d.

Under Pennsylvania |aw, an insurance conpany has a duty to
defend an i nsured whenever the conplaint filed by the injured
party may potentially cone within the policy's coverage. 1d.
“I'f the factual allegations in the conplaint state a claimto

which the policy potentially applies, the insurer nust defend .

until it can confine the claimto a recovery that the policy
does not cover.” 1d. Further, “[e]xclusions from coverage
contained in an insurance policy will be effective against an

insured if they are clearly worded and conspi cuously displ ayed,
irrespective of whether the insured read the limtations or

understood their inport.” Pacific Indemmity Co. v. Linn, 766 F.2d

754, 761 (3d Gr. 1985)(internal citations omtted).

The Coregis Policy provides, inter alia, the follow ng
excl usi ons:

This policy does not apply to .

E. any CLAIMarising out of any INSURED S activities as an

officer, director, partner, manager or enployee of any



conpany, corporation, operation, organization or association

ot her than the NAMED | NSURED

G any CLAIMarising out of or in connection with the

conduct of any business enterprise other than the NAMED

| NSURED (i ncl udi ng ownershi p, nai ntenance or care of any

property in connection therewith) which is owned by any

I NSURED or in which any INSURED is a partner, or which is

directly or indirectly controlled, operated or nmanaged by

any | NSURED either individually or in a fiduciary capacity.
The policy al so contains an additional exclusion, Endorsenent K1,
whi ch provides that:

This policy does not apply:

To any CLAIM arising out of professional services rendered

or that should have been rendered to or on behalf of any

entity which, at that tinme, was 5% or nore owned,
control |l ed, managed, or operated by any | NSURED or

conbi nati on of | NSUREDS
The parties do not dispute that BB& is the named insured or that
Bartos is an insured under the Coregis Policy.

Coregis argues that Bartos’ alleged conduct, which forns the
basis of the legal malpractice claim falls within the “busi ness
enterprise” exclusions obviating the need for it to defend in the
underlying suit. The Defendants argue that these exclusions do
not apply because the conduct that forns the basis of their

conplaint all occurred prior to formati on of DHLPs #s 2-4.



Def endants first contend that the | anguage of Exclusion G
which requires that the insured s activities “arise out of” or be
“in connection with” the conduct of any business enterprise other
than the named insured, only applies to business enterprises that
are in existence at the time of the alleged nal practice. ?
Therefore, Defendants argue, since DHLPs #s 2-4 were not in
exi stence when the conduct allegedly occurred, the conduct could
not “arise out of” or be “in connection with” these entities.

However, we agree with Coregis that the clear and
unanbi guous | anguage of Exclusion G does not require that the
partnerships be in | egal existence at the tine the alleged

mal practice occurred in order for the exclusion to apply. See

generally Dukart v. National Union Fire Ins. Co. of Pittsburgh

Pennsyl vani a, 1993 W 331175 (Del. Super. July 13, 1993)(fi ndi ng

that | anguage in a simlar exclusion “does not require that the
act of alleged mal practice or, for that matter, any other event,
such as the accrual of the cause of action or the making of a
claim occur during the existence of the legal entity used to
carry on the business enterprise”). Further, Exclusion G applies
to the Zajacek Plaintiffs’ clains because they arise out of or
are in connection wth a “business enterprise other than the
nanmed i nsured” (DHLPs #s 2-4) in which one of the insureds

(Bartos) is a partner and which is “directly or indirectly

3.

® Defendants refer to the date that each of the linit
partnerships, DHLPs #s 2-4, qualified as Pennsylvania Limt
Partnershi ps as the date of |egal existence.
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control |l ed, operated or nanaged by” one of the insureds (Bartos)
“either individually or in a fiduciary capacity.” (Coregis Policy
Exclusion G .

Mor eover, even if the |l anguage of Exclusion G did require
the | egal existence of the other business enterprise
cont enpor aneous with the all eged conduct, Exclusion G would still
apply to Bartos’ conduct and thus exclude the Zajacek Plaintiffs’
clains. Bartos was an officer, director and sharehol der of DHI,
Inc. during the entire tine frame enconpassed in the Zajacek
Plaintiffs’ conplaint. It is undisputed that Bartos, on behalf
of DHI, Inc., solicited investors for the series of limted
partnerships, DHLPs #s 1-4. Further, DH, Inc. was the general
partner in each of the [imted partnerships. Thus, the Zajacek
Plaintiffs’ clains arise out of or are in connection with DHI
Inc., a business enterprise other than the nanmed insured which is
owned by a naned insured or in which a naned insured is a
partner.* See (Coregis Policy Exclusion G.

Further, Exclusion E and Endorsenent Kl would al so apply to
exclude the Zajacek Plaintiffs' clains. As stated above, the

Zaj acek Plaintiffs’ clains arise out of Bartos’ conduct as an

4 Further, although the Zajacek Plaintiffs attenpt to
conpl etely segregate the activities of Bartos in connection with
DHLPs #s 2-4 with Bartos’ conduct in connection with DHLP #1, we
find that the alleged conduct of Bartos in connection with the
limted partnerships forns part of a “ongoi ng schene of deception
and m sappropriations” that began prior to formati on and conti nued
t hroughout the exi stence of the enterprise. See generally M. Airy
Ins. Co. v. Greenbaum 127 F.3d 15, 21 (1st Cir. 1997). Thus,
Bartos had the requisite relationship with the business entities at
the time his alleged conduct occurred. See Id.

8



officer and director of DH, Inc. Therefore, the Zajacek
Plaintiffs’ clains arise out of or are in connection with an
insured’ s activities as an officer or director of a corporation
ot her than the naned insured (DH, Inc.), and Exclusion E
applies. Further, the offering nenoranda prepared by Bartos to
solicit investors in the limted partnerships were “professiona
services rendered . . . to or on behalf of any entity which, at
the time, was 5% or nore owmned . . . by any insured.” (Coregis
Pol i cy Endorsenent Kl1). Bartos maintained a 12.5%equity
interest in DH, Inc., and the offering nenoranda to entice
investors was arguably prepared for DH, Inc., one of the genera
partners in each limted partnership. Thus, the | anguage of
Endorsenment K1 woul d al so apply.

We find that the clear and unanbi guous | anguage of
Exclusions E, G and Endorsenent Kl apply to the Zajacek
Plaintiffs’ clains; therefore, Coregis does not have a duty to

defend the mal practice clains in the underlying litigation.

CONCLUSI ON

An appropriate O der follows.



IN THE UNI TED STATES DI STRI CT COURT
FOR THE EASTERN DI STRI CT OF PENNSYLVAN A

COREG S | NSURANCE COVPANY, : ClVIL ACTI ON
Plaintiff, : 98- 476
V. :

BARTOS, BROUGHAL & DeVI TQ, LLP;
JOHN BARTGOS; WESLEY M WASYLI K;
FRANK ZAJACEK, JR.; PHI LLIP S
SCHWARTZ; AND DAVI D SCHEUERVANN,

Def endant s.

ORDER

AND NOW this day of February, 1999, upon
consideration of Plaintiff’s Mdtion for Summary Judgnent and
Def endants’ response thereto as well as Defendants’ Cross Mtion
for Summary Judgnment and Plaintiff’s response thereto, it is
hereby ORDERED, in accordance, with the foregoi ng Menorandum as
foll ows:

1) Plaintiff’s Mdtion for Summary Judgnent is GRANTED;, and

2) Def endants’ Cross Modtion for Sunmary Judgnent is
DENI ED.

BY THE COURT:

J. CURTIS JOYNER, J.



